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The Unwitting Fiduciary
No one likes surprises, especially from a dis
gruntled client who holds you liable for a
financial loss. Michele and Jeffrey Schaff
offer a unique perspective on traditional vs.
de facto fiduciaries.
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Promulgating a Fiduciary
Standard of Excellence
The Role of the Accountant-Planner

Standards help the profession remain

accountable, and yet also help us set
parameters when working with clients.
Donald Trone offers his take on a Fiduciary

Standard of Excellence, a potential new
service line for the PFP.

9

How to Help Clients Determine
Securities Fraud
As a CPA and investment advisor,
you are in a unique position to help your
clients detect and prevent securities fraud.
Dallas Attorney Richard Lewins offers the
latest information, practical tips and even
some lesser-known considerations.

By Michele L. Schaff, CPA, MPA,
AlFA® and Jeffery E. Schaff, AlFA®
Warning: You may be held to a fiduciary
standard of care, skill and caution in
connection with the investment and financial
planning services that you provide to a client
... even though you were never a named
fiduciary nor had you ever been given any
sort of discretionary authority over the
client's investments.

decision-making authority by virtue of
sitting on the investment committee that
oversees a pool of assets, such as those
held in a retirement plan or foundation,
you are a fiduciary with respect to those
assets. Voting rights constitute decision
making authority.

• Delegated Co-Fiduciary: If you have been
hired specifically to accept the delegation
of certain fiduciary duties, you are a
fiduciary with regard to the services for
which you have been engaged.

A client who feels that your advice was
imprudent could seek to apply a fiduciary
standard of care in litigation against you.
Moreover, they could do so successfully.

• Discretionary Authority: If you have dis

Do not put your practice, not to mention
your good standing, at excessive risk.
Know the rules, so you are not surprised
by allegations in a lawsuit from a disgruntled
client who wants to hold you responsible for
his financial losses.

However, you may be a fiduciary even if you
have neither been named a fiduciary nor had
anyone delegate fiduciary authority to you.

The Traditional Fiduciary

The De Facto Fiduciary

As a CPA who provides financial planning
services or investment advice, you likely feel
knowledgeable about the traditional manners
in which you may qualify as a fiduciary.
The following provides a basic description of
circumstances under which one is undoubt
edly a fiduciary, without room for denial.

A de facto fiduciary is one who becomes
a fiduciary with respect to a client by the
nature of the role he plays in his relationship
with that client. The determination is based
on facts and circumstances. You may be
considered a de facto fiduciary if you have
an ongoing relationship with a client for
whom you provide counsel, such as financial
planning or investment management services,
in exchange for compensation, and if the
nature of the relationship appears to be one
in which you have effective control over the
client's decisions as they relate to your
advice. The key element is effective control.

• Named Fiduciary: If you are a named
trustee over another person's or entity's
assets, such as those held in a trust, retire
ment plan or foundation, you are a fiduci
ary with respect to those assets. If joint
trustees are named, one trustee cannot
disclaim his responsibility or liability by
allowing the other trustee to perform all
of the duties. If you are named, you have
a fiduciary duty to uphold.

AICPA

• Investment Board Member: If you have

cretionary authority in the management of
a client's investments, you are a fiduciary
with respect to those assets.

So, what factors indicate whether you have
"effective control?" The varying degrees of
your involvement in the following areas,
collectively, determine whether you may be
Continued on next page

Continued from page 1
considered a de facto fiduciary as a result
of being deemed in effective control.

• Scope of Advice: The factors consid
ered under scope of advice are the depth
and breadth of your counsel regarding a
client's financial or investment decisions
and the length of time that you have
been advising the client. The greater the
depth and breadth of your advice to your
client and the longer that you have been
providing such advice, the more likely
that you will be deemed to have
effective control.

• Dependence: The dependence aspect of
the test looks at the degree to which
your client relies on you. The more that a
client depends solely on you in deciding
what actions to take with respect to
your recommendations, without seeking
independent verification or support from
other sources, the more likely that
you will be deemed to have control.
However, if a client double checks your
advice by performing his own research
or by soliciting the opinions of friends,
family or other professionals, it is
less likely that you would be found
to have control.

• Consent: The historical pattern of a
client's approval or disapproval of an
advisor's recommendations is an
important component in determining
whether the advisor has effective
control. A pattern of universal approval
is indicative of control, whereas the
rejection of recommendations is
counter-indicative of control.
These three tests are taken together in
determining whether an advisor has

effective control. Satisfying one, while
failing the other two, would be insufficient.
Nonetheless, there are shades of gray, so
satisfying two clearly and a third to some
degree could result in a finding of control.
It is important to note that an advisor may
not be precluded from being deemed in
control of an investor's decisions because
of the investor's superior intellect,
education or sophistication. However, a
sub-par level of intelligence, education or
sophistication may be an important con
textual consideration, even though these
factors are not determinative on their own.
If you are found to be a fiduciary by virtue
of having effective control over your
client's financial or investment decisions,
you may be held to a fiduciary standard of
care with respect to the handling of those
assets. Unfortunately, many financial plan
ners and advisors fall unwittingly into this
category and carry much more responsibil
ity and liability than they realize or want.

The CPA's Role as
Trusted Advisor
But, wait a minute. Isn't a CPA supposed
to be a trusted advisor? Is it not the goal
of a trusted advisor to provide excellent
advice and services, and thereby develop
a clientele that universally accepts his
professional advice? Absolutely!
However, the benefit of the trusted advisor
status carries with it a greater responsibili
ty and standard of care. If a CPA as a trust
ed advisor also performs financial planning
or investment services that are more than
merely incidental to his practice, and he
enjoys the benefit of the trusted advisor

status, he needs to recognize the additional
accountability that he accepts in doing so.
The fact that you are a trusted advisor
is not unto itself problematic. Being a de
facto fiduciary as a result of being a trusted
advisor is where the peril lies, but only if
the fiduciary responsibility aspect of the
relationship is not prudently fulfilled.

The Potential Cost of
Being a De Facto Fiduciary
Imagine that you have just received the
day's mail and find something from a law
firm whose name you do not recognize.
You open the envelope to discover that you
have been named in litigation in which one
of your clients alleges that he suffered a
great loss because of your imprudent
advice. You are surprised.

The client has come to you for years. You
have performed some financial planning for
him, and you manage his investments. He
holds no other investment accounts out
side the ones on which you advise him. He
has always seemed appreciative of your
advice and willingly agreed to your recom
mendations. You do not have discretionary
authority over his accounts, and you have
no other interest in his holdings.

It does not matter whether you are a
stockbroker earning commissions, a
stockbroker earning a fee through wrap
accounts or an investment advisor repre
sentative. What does matter is that the
client is unhappy because his investment
accounts have suffered losses, and now
he is formally complaining.
Continued on next page
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Continued from page 2
If the complaint were limited to the violation
of basic broker duties, the standard by
which your conduct would be compared
is the NASD's suitability standard. In
other words, were your recommendations
suitable for the client's investment
needs and objectives, risk tolerances,
and other factors?

concentration issues. The Act also requires
the intentional balancing of risk and return.

However, the potential legal consequences
would be entirely different if you were
deemed a de facto fiduciary. You would be
held to a different standard - a much higher
one. In most states and under most circum
stances, the standard would be defined by
the state's Prudent Investor Act. This fiduci
ary code is significantly more stringent than
the suitability yardstick, as it requires that a
fiduciary use the care, skill and caution of a
prudent investor.

The Merrill Lynch Rule

• Care: The duty of care requires a
fiduciary to exercise reasonable effort
and diligence in making and monitoring
investments, with attention to a client's
objectives. The fiduciary must give rea
sonably careful consideration to both the
formulation and the implementation of an
appropriate investment strategy, with
investments to be selected and reviewed
in a manner reasonably appropriate
considering the strategy.

• Skill: A fiduciary must use all of the skills
and talents within his capabilities, but
with no less than the minimum skill level
of an individual of ordinary intelligence.
A fiduciary must perform to as great a
degree as the level of skill to which he
has expressly or impliedly represented
himself of being capable.

In the end, you could be found liable for the
losses in a client's portfolio because your
advice failed to meet a fiduciary standard of
prudence - even if it could have otherwise
met a suitability standard of care!

The protection afforded by the Merrill Lynch
Rule has been overstated. Frequently misun
derstood, it does not provide a blanket of
protection. It is more like a net, with plenty
of holes.
The popular myth about The Advisers Act
Broker-Dealer Exception is that it categori
cally prevents brokers from being deemed
fiduciaries. However, that is simply not the
case. The rule is conditional and addresses
specific activities. Brokers can still be
deemed fiduciaries. Moreover, brokers
are being deemed fiduciaries.
To help clear up the confusion, the SEC
ruling, which is known as the Broker
Exception or Merrill Lynch Rule, states that
"...a broker-dealer providing advice that is
solely incidental to its brokerage services is
excepted from the Advisers Act if it charges
an asset-based or fixed fee (rather than a
commission, mark-up, or mark-down) for its
services, provided it makes certain disclo
sures about the nature of its services."

The SEC defined specific activities that it
views as not "solely incidental," including
but not necessarily limited to, when the
following occur:

• Caution: A fiduciary must exercise the

• a separate fee is charged for investment
advisory services;

caution of a prudent investor managing
similar funds for similar purposes. The
requirement of caution demands that
a fiduciary invest in a manner that pro
motes the preservation of principal and
the production of a reasonable return.

• a separate contract is used for investment
advisory services;
• the broker renders his investment advice
through a financial plan;

Furthermore, the Prudent Investor Act
specifically requires diversification, except
in the rare instance in which diversification
would be deemed imprudent. Proper diversi
fication includes allocating among asset
classes as well as across a sufficient
number of securities in order to avoid

• the broker portrays himself as providing
financial planning services or advertises
those services with or without using
those particular terms;
• the broker exercises discretionary
authority; and

• the broker offers wrap fee programs that
include advice on asset allocation and
portfolio manager selection.
Clearly, the Broker Exception was not
written to categorically shield stockbrokers
from being deemed fiduciaries. Of course,
even if the SEC were to write such a cate
gorical rule, it would not protect brokers
from non-SEC laws and regulations that
would still apply.

The Merrill Lynch Rule is especially unlikely
to protect the financial planner CPA who is
also licensed as a registered representative.
A professional who promotes financial
planning services would fail to meet the
"solely incidental" test and would thereby
fall outside the rule's purview.

Safeguards
Just as fiduciaries should be prudent in the
management of their clients' assets, they
should be prudent in the management of
their own professional liability. The four
best safeguards require nothing more than
common sense, and they will make you a
better financial advisor.

• Education: The better-educated client will
not only appreciate your services more,
he will be better able to understand your
advice and take responsibility for his
decisions related thereto. You need not
force him to gain an encyclopedic knowl
edge of investing. A client can learn a lot
over a long relationship if only you take
the time to feed his natural curiosity with
useful wisdom on finance and investing.
In addition, an introductory educational
session at the start of a professional
relationship works well to inform a client
of your style and what to expect.

• Involvement: Clients who are involved in
making decisions with their professionals
carry more responsibility than those who
simply ask their advisor to make decisions
for them. Although a client may ask for
the bottom line, you need not exclude
him from the decision-making process
to maintain your trusted advisor status. It
is far better to lead a client through a
flowchart type process and a series of
decisions that facilitate his making
the final decision. As a professional,
Continued on next page
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you suggest a range of choices appropriate
for a client's profile and help guide him to
an answer, but the client is ultimately the
individual who decides the course of
action. This client will not only feel more
involved and connected to you; he will
share the responsibility for the decision
and the liability as well.

• Prudent Advice: Giving prudent advice is
essential. The Prudent Investor Act requires
a fiduciary to fulfill his investment fiduciary
duties with the care, skill and caution of a
prudent investor, and it does so for good
reason. This approach simply makes good
sense. It is a best practice standard for any
financial advisor, regardless of legal duty.
While it is true that such prudent steward
ship will likely preclude keeping up with
market performance when there is a boom,
it will also likely safeguard a client from
severe losses when there is a bust. An
investor's portfolio is subject to less risk
with a prudently managed portfolio over
an imprudently managed one. Moreover,
prudent advice is defensible against both
suitability and fiduciary standards.

• Paper Trail: Proving that an advisor has
conducted himself appropriately can be
challenging. A well-documented paper trail
can be an advisor's salvation. An engage
ment letter should be the first paper in the
trail, as it ensures that all parties to the
agreement have a common understanding
of the relationship and the responsibilities
of each of the parties. If a client refuses a
prudently managed portfolio, and instead
demands an aggressive equity portfolio,
have the client sign a document acknowl
edging the situation. Otherwise, it will be
difficult to prove that the aggressive portfo
lio was not your idea if, in the future, he
claims that it was. Also, record instances
in which a client rejects your recommenda
tions, runs them past someone else, does
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his own research or otherwise demon
strates that you do not have effective
control over the relationship.

Although there is no guaranteed method that
an advisor can apply to prevent a lawsuit,
there are many precautions that he can take
to mitigate the probability of litigation and
improve the defensibility of his actions should
litigation arise. Be proactive.

Accept Your Role
If you are neither a named nor a delegated
fiduciary, be aware of the possibility that you
may be considered a de facto fiduciary.
Review your client relationships to determine
whether you may have effective control over
any of your client relationships. Use safe
guards within your business model to
protect yourself.
The best advice is to accept the role of
fiduciary. Embrace it. Acknowledge it.
Most of all, manage it.

About the Authors: Michele and
Jeffery Schaff founded Ardor Fiduciary
Services to serve the needs of attorneys
and fiduciaries. The firm provides litiga
tion and expert witness consulting and
testimonial services for arbitration and
court cases involving financial consultants
and also advises parties on adopting
practices aimed at mitigating the risk
of such litigation. The Schaffs are
active in professional organizations, and
they speak and write about fiduciary
responsibility and investing when their
careers provide time for them to do so.
The couple also has a fee-only investment
advisory and a financial planning practice.
They may be reached at 847-441-3228 or
MSchaff@ArdorFinancial.com and
JSchaff@ArdorFinancial.com. •

I

Promulgating a Fiduciary
Standard of Excellence
The Role of the
Accountant-Planner
By Donald B. Trone, AlFA®

Why would investors prefer to turn to their
accountant-planner (as distinguished from other
investment and financial planners, and hereafter
referred to as "planner") for investment advice
rather than to their broker or banker?

It's simple. The investor can be fairly certain the
"planner" is going to apply discipline and rigor to
a defined, ethical decision-making process,
making the planner a more trustworthy source
of investment advice. The combination of
"process" and "trust" forms the basis for a
fiduciary relationship between the planner
and the investor.
Turn the statement around and you have the
value proposition for the accountant-planner: To
be the trusted source for fiduciary-level services
to individual investors, as well as to trustees of
personal trusts and investment committees of
foundations, endowments and retirement plans.

The planner can play a critical role to help promul
gate an investment fiduciary standard of excel
lence, a standard that, in turn, can help differenti
ate the planner from most other industry players.

We believe the repositioning to a fiduciary
standard of excellence will open up more doors.
It's easier to sell a positive than a negative - and
people like being compared to a standard of
excellence. On the other hand, they don't like to
be reminded that they may have additional
responsibilities and risks.
Who better to promulgate a fiduciary standard
of excellence than the planner? It's not in the
best interests of traditional Wall Street firms
and banking institutions to advance fiduciary
standards. That would be the same as arming
investors with a report card, and the capacity
to evaluate and monitor the level of services
offered and received.

Likewise, the role of legislators and regulators is
to define the outline or skeleton of a fiduciary
standard, but not the details. The belief (which
we endorse) is that the details of a fiduciary
standard of care are best promulgated by the
industry. The subject of fiduciary responsibility is
constantly changing as a result of new invest
ment theories and products. The industry is
better suited to determine which changes are
relevant and which ones are not.

"

Recently, our staff
had an epiphany:
Rather than

positioning

fiduciary
standards as
a responsibility
and/or source

of risk, why not
define them in

termsofa

standard of
excellence?

"

Defining a Fiduciary
Standard of Excellence
First, we need to understand the terminology:

Defining a Positive Rather
Than a Negative

• Fiduciary —A person responsible for

I have written and taught investment fiduciary
responsibility for almost 20 years, and through
out that time, I always included the legal sub
stantiation for the various fiduciary practices
about which I have written. Unfortunately, refer
encing the legal citations has the collateral effect
of underscoring the risk of potential litigation.
Although I emphasized the fact that fiduciary
practices coexisted with industry best practices,
the unintended message was negative; most
people don't associate "responsibility" and "risk"
as positive attributes.

• Investment Steward -A fiduciary respon

Recently, our staff had an epiphany: Rather than
positioning fiduciary standards as a responsibility
and/or source of risk, why not define them in
terms of a standard of excellence?

managing the assets of another person.
This person stands in a special relationship of
trust, confidence and/or legal responsibility.
The term "fiduciary" can be further segmented
into two groups: Investment Stewards and
Investment Managers.
sible for managing the overall investment
strategy, deciding on the asset allocation and
associated investment strategies, implement
ing the strategy with appropriate Investment
Managers (see below), and monitoring the
strategy on an ongoing basis. Examples
include trustees, investment committee
members and investment consultants.

• Investment Manager-A fiduciary responsi
ble for making investment decisions, including
Continued on next page
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Continued from previous page
buying and selling the individual securities for an
investment portfolio. Examples include money
managers responsible for separate accounts,
mutual funds, commingled trusts and unit trusts.
In most instances, the planner serves as an
Investment Steward — the fiduciary with the most
important, yet most misunderstood role in the
process: to manage investment decisions. In turn,
fiduciary excellence is a function of how well
Investment Stewards and Investment Managers
follow prudent practices under normal and extraor
dinary conditions. See Table 1 for an explanation of
fiduciary excellence.

With the equation from Table 1 in mind, the task
then becomes to define the practices that describe
the scope of a fiduciary standard for Investment
Stewards and for Investment Managers.

universal, each of these new handbooks will be
written for a global audience (with no references to
U.S.-centric terms). Every developed and near-devel
oped nation is struggling to determine how it should
prudently manage its nation's liquid, investable
wealth. We will continue to publish Prudent
Investment Practices for the U.S. market, with other
country-specific handbooks to follow.

Thus far, 46 practices were identified - 23 each for
Investment Stewards and for Investment Managers.
See page 7 for these practices.

Benefits of a Fiduciary
Standard of Excellence
There are a number of benefits associated with hav
ing defined standards of excellence:

In 2003, our Foundation for Fiduciary Studies co-pro
duced with the AICPA the fiduciary handbook,
Prudent Investment Practices (copies can be
obtained either through AICPA.org orfi360.com).
The fiduciary practices described in the handbook
ideally suit the process for Investment Stewards.
Later this year (2006) we will release Prudent
Practices for Investment Stewards, with the original
Practices modified to a standard of excellence.
In 2005 we began working with an international
team to define the practices that should be
followed when evaluating an Investment
Manager. This work led to the development
of Prudent Practices for Investment Managers,
also scheduled for release in 2006.
Because the need to define a fiduciary standard is

1.

They provide a checklist of prudent
investment fiduciary practices. By fol
lowing a structured process, the plan
ner can be confident that the critical
components of each client's decision
making process are being properly
implemented.

2.

Defined standards are a means of risk
management, a corollary to the first
benefit. Most investment litigation
involves omission of certain fiduciary
practices and/or prudent investment pro
cedures, as opposed to the commission
of certain acts.

3.

They serve as a practicum for all parties
involved with investment decisions.
Defined standards offer a consistency of

Exhibit 1
Fiduciary excellence can best be expressed as:

ɸ = f(Ps,Pm)Ext

The Greek letter chosen to represent fiduciary "trustworthiness" or "excellence."

Ps The Practices that define a prudent process for Investment Stewards - those who
manage investment decisions.

Pm The Practices that define a prudent process for Investment Managers - those who make
investment decisions.

Ext Forces that may impact the fiduciary that are outside the controls (processes) of the
Investment Steward and/or Investment Manager, such as changes in legislation, tax code,
capital markets, and even national and international security.
∞ The function is represented as an ongoing process (∞) an endless loop.
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Continued on page 8

Practices for Investment Stewards

Practices for Investment Managers

Investments are managed in accordance with applicable laws,
trust documents and written investment policy statements.

Key decision-makers demonstrate expertise in their field, and there is a
clear succession plan in place.

Fiduciaries demonstrate an awareness of their duties and
responsibilities.

There are clear lines of authority and accountability, and the mission,
operations and resources operate in a coherent manner.

Fiduciaries and parties in interest are not involved in self-dealing.

There are effective and appropriate external management controls.

All involved parties are aware of their roles and responsibilities.

Mutual funds (or similar investment vehicles) associated with the organ
ization have suitable board governance.

Service agreements and contracts are in writing, and do not contain pro
visions that conflict with fiduciary standards of care.

Assets are within the jurisdiction of courts, and are protected from theft
and embezzlement.

An investment time horizon has been identified.

A risk level has been identified.
An expected, modeled return to meet investment objectives has been
identified.
Selected asset classes are consistent with the identified risk, return and
time horizon.
Selected asset classes are consistent with implementation and
monitoring constraints.

There is detail to define, implement and manage a specific
investment strategy.
The investment policy statement defines appropriately structured,
socially responsible investment strategies (where applicable).

Remuneration of the Investment Manager and compensation for key
decision-makers are aligned with client interests.

The working atmosphere is conducive to attract, retain and
motivate key employees. There is a formal structure which supports
effective compliance.
The organization provides financial transparency, and financial disclo
sures demonstrate there is capital and profitability to sustain operations.
The organization is committed to firm-wide innovation and has
established a competitive position of strength.

There is an effective process for allocating and managing both internal
and external resources and vendors.
The organization has a diverse client base, and the capacity to properly
service it.

The organization is properly managing the growth/decline of assets
under management.
The investment system is clearly defined and consistently adds value.

The investment strategy is implemented in compliance with the
required level of prudence.

The investment research process is defined, focused and documented.

The fiduciary is following applicable "Safe Harbor" provisions (when
elected).

The portfolio management process for each distinct strategy is clearly
defined, focused and documented.

Investment vehicles are appropriate for the portfolio size.

The trade and execution process is defined, focused and documented.

A due diligence process is followed in selecting service providers,
including the custodian.

The organization has responsible and ethical marketing and
sales practices.

Periodic reports compare investment performance against an
appropriate index, peer group and IPS objectives.

There is a defined process for the attribution and reporting of costs,
performance and risk.

Periodic reviews are made of qualitative and/or organizational
changes of investment decision-makers.

The investment system and portfolio management processes are
monitored and are consistent with assigned mandates.

Control procedures are in place to periodically review policies for best
execution, "soft dollars" and proxy voting.

There is an effective risk-management process to evaluate both the
organization's business and investment risk.

Fees for investment management are consistent with agreements and
with all applicable laws.

Control procedures are in place to periodically review policies for best
execution, soft dollars and proxy voting.

"Finders' fees" or other forms of compensation that may have been paid
for asset placement are appropriately applied, utilized and documented.

There is an effective process for identifying, managing and disclosing
conflicts of interest.

There is a process to periodically review the organization's effectiveness
in meeting its fiduciary responsibilities.

There is a process to periodically review the organization's effectiveness
in meeting its fiduciary responsibilities.

Personal Financial Planning Section
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"

No professional

interpretation and implementation
that facilitates the transfer of knowl
edge between beneficiaries, clients,
vendors and regulators.

is better
positioned to
promulgate

4.

Standards potentially help increase
long-term investment performance
by identifying more appropriate
procedures for investment deci
sions. The application of the fiduci
ary practices should cause the plan
ner to review asset allocation
decisions, due diligence proce
dures for selecting Investment
Managers, monitoring criteria,
and fees and expenses for
investment-related services.

5.

Standards help uncover investment
and/or procedural risks taken by
Investment Managers. The planner's
evaluation of an Investment
Manager should extend beyond
an examination of the Manager's
performance; it also should include
the evaluation of the qualitative
factors that define the Manager's
organization.

a fiduciary
standard of
excellence than

the planner.

"

Verification of a Fiduciary
Standard of Excellence
The planner should play to his or her strengths.
In this case, the application and verification of
defined prudent procedures has the potential
to become a significant new service line for
the planner through first-, second- and thirdparty verifications.

First-Party Verifications: The planner could
provide consulting services to Investment
Stewards and/or Investment Managers on
how the Steward or Manager could self
assess their organization against the defined
fiduciary practices. When there are shortfalls
or omissions to the practices, the planner
helps guide the organization with what it
would need to do to meet the standard.

Second-Party Verifications: The planner
could consult on how to assess a vendor,
such as teaching an investment committee
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how to evaluate its investment consultant
and/or their money managers against
defined fiduciary standards.

Third-Party Verifications: The planner could
actually conduct the assessment of a third
party on behalf of a client, such as evaluating
the client's money managers. Or, on a larger
scale, provide consulting services to evaluate
an entire fiduciary organization, such as evalu
ating the effectiveness of a community founda
tion. The planner would first evaluate the con
duct of the committee and its investment con
sultant (if one was retained) against the prac
tices defined for Investment Stewards, and
then evaluate each of the foundation's money
managers against the practices defined for
Investment Managers.

Planners Are
Trusted Sources
In this country alone, more than 5 million men
and women serve as investment fiduciaries,
managing 80+ percent of the nation's liquid
investable wealth. Trustees, investment com
mittees and investment professionals every
where are looking for universally accepted
standards to aid them in the performance and
improvement of their investment duties. The
planner can be that trusted source.
No professional is better positioned to promul
gate a fiduciary standard of excellence than
the planner. The planner has a leg up on every
other investment professional — an instinct to
seek out and apply defined procedures, and to
provide transparency and clarity to a decision
making process. A fiduciary standard of excel
lence is just such a defined process,
and its promulgation and application by plan
ners will help identify fiduciaries worthy of the
public's trust.
Donald B. Trone, AlFA®, is president of the
Foundation for Fiduciary Studies, and
founder and chief executive officer of
Fiduciary360, both located in Sewickley,
PA. Contact him at 412-741-8140 or
don@fi360.com. •

How to Help Clients Determine
Securities Fraud
By Richard A. Lewins

Consider this scenario: One of your clients or
prospects who maintains an investment account
at another broker/dealer and/or investment advi
sor recently lost a significant amount of money.
He does not know whether to just chalk the loss
up to bad luck or timing, or if he actually was the
victim of securities fraud.
Securities fraud is negligence, or either a misrep
resentation or omission in connection with the
purchase or sale of a security by an investment
professional. In the scenario, as the client's or
prospect's CPA - and now investment advisor you are privy to your client's financial and
investment information. As a result, you are
in a position to assist him to determine what
really happened.

A common misconception among the general
public and members of the investment commu
nity is that "good" advisors make money for their
clients, while "bad" advisors only offer recom
mendations that are not profitable. Since every
one invests with the goal to increase worth, a
losing investment does not necessarily equate to
a cause of action against the advisor for securi
ties fraud. Similarly, gains on investments do
not necessarily equate to the lack of a cause of
action against the advisor.
A good advisor - one who does not run afoul
of rules and regulations - makes suitable
recommendations based on the client's needs,
objectives and risk tolerance, not on the advi
sor's desire to be a hero. The greater the poten
tial returns, the greater the risks. Unless the
client has stated a need, tolerance, understand
ing and acceptance of those risks, the broker
would be well advised to avoid the temptation
of being a hero by "hitting a home run" in favor
of investments that are compatible with the
client's profile.

Two Guiding Principals
The securities industry is highly regulated.
Brokers and financial advisers are required to
abide by the rules and regulations promulgated
by governmental and self-regulatory organiza
tions that standardize and safeguard the securi

ties industry. These groups include the SEC, the
National Association of Securities Dealers and
the New York Stock Exchange. In addition, feder
al and state governments enacted statutes to
protect investors, and provide for full and fair dis
closure, such as the Securities Act of 1933, the
Securities Exchange Act of 1934, the
Investment Advisors Act of 1940 and various
state securities acts.
Among the numerous rules and regulations,
two stand out as guiding principals by which
all business is to be conducted: to "deal fairly"
and "know your customer."

While "deal fairly" is somewhat vague because
it is a general precept that governs all actions,
"know your customer" is specifically designed
to crystallize the proper relationship between the
broker and the broker's client. Through years of
testing and refinement, it means that the broker
has a duty and obligation to make recommenda
tions that are "suitable" for a customer based on
the customer's investment objectives, invest
ment experience, risk tolerance and any other
factors pertinent in determining a suitable rec
ommendation.
The most common way brokers and financial
advisers incur liability is by failing to make
"suitable" recommendations for clients. A
broker and brokerage firm have a duty to recom
mend only suitable investments for a customer.
A suitable recommendation considers the
investor's individual situation, including, but not
limited to, the investor's financial needs and tol
erance for risk. By contrast, an unsuitable rec
ommendation fails to be appropriate for an indi
vidual investor given his or her specific situation
and tolerance for risk.

One area where we see a breakdown with
regard to suitability is with retirees who need
monthly income from their investments.
Typically, these are the post-Baby Boomers who
retire after many years with the same company.
With little to no prior investment experience, the
retiree now has a large lump sum that needs to
replace his prior wages. For example, he may
walk in with $500,000 and ask if he can have
$3,500 each month. Many well meaning, but
Continued on next page
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uninformed or under-informed advisors, will tell
him that the stock market has historically
returned 10% to 12% a year on average. Since
his income needs are below that level, he should
be able to invest in the market, take those
monthly withdrawals and still have the amount
continue to grow.
In essence, the advisors are recommending sub
stituting capital appreciation for dividends and
interest to meet the client's objective. This strat
egy is wholly unsuitable for reasons too numer
ous to mention in this article, not the least of
which it is predicated on the market appreciat
ing in a straight line. The problem is even more
magnified when the client is locked into his
withdrawals, as is the case with 72(t) plans.

Investment Accounts and
Your Client
Along with the documents brought to a tax pro
fessional or financial advisor, clients often
include the year-end statements for their broker
age accounts. By reviewing these statements
for information needed to "know your customer,"
the following findings may indicate that further
review for securities fraud is warranted.

Significant realized or unrealized losses.
Profitability of an investment or a portfolio of
investments is not the standard for measuring
the appropriateness of the investment or
portfolio. However, significant and/or consistent
losses in the portfolio may alert you that a
closer review of the client's investments
may be in order.

The investments must have been not only
suitable for the client's investment objectives
and financial condition, but must also be in
line with a customer's risk tolerance. You
can ask a client about his or her realized and
unrealized losses, and discuss whether the
investments in the portfolio seem consistent
with the client's needs.

Significant concentration of the account(s).
Diversification across asset classes (bonds/debt
and stocks/equity, cash and cash equivalents)
and across industries within those asset classes
is a basic concept for brokers and financial advi
sors. When an investment portfolio or account is
overconcentrated in a particular security, type of
security or industry sector, the risk of loss in that
account is increased. As a result, the broker

should carefully explain the increased risk to
the client and recommend actions to correct
the problem.

Overconcentration or failure to diversify is the
investment equivalent of putting all your eggs
in one basket. Over concentration in an account
that contains only one individual investment is
easy to recognize. A cursory look at the first
page of most year-end statements will reveal
how the account is allocated. An account may
be overconcentrated if it:
• contains only common stocks (including
mutual funds that invest in common stocks)
rather than a mix of common stocks, preferred
stocks and debt instruments (bonds); and/or

• contains investments that are limited to one
particular industry (such as telecommunica
tions) or industry sector (such as technology
or finance).

Source of income. As investors age, it is gener
ally accepted that they should receive a greater
portion of their investment income as dividends
or interest income rather than attempting to gain
income from capital appreciation, such as sales
of securities. If the customer is receiving income
from the sale of securities rather than through
dividends and/or interest, further investigation
into whether this is an appropriate strategy for
that person is probably warranted.
Churning. Significant numbers of trades in an
account relative to the value of the account may
alert you to "churning" in a client's account. One
way a broker may be compensated is on the
volume of transactions conducted for a cus
tomer. Therefore, when a broker effects trades
for a customer that are excessive in light of the
customer's objectives, the broker is churning the
account in an attempt to inappropriately profit
from the client.
Churning is frequently referred to as "excessive
trading." In addition to large numbers of trades in
an account, another red flag suggesting the pos
sibility of churning or excessive trading is a large
number of relatively small short-term gains or
losses. This pattern might suggest that a broker
is executing trades for his own benefit rather
than for the benefit of the client.
In order to insulate themselves from these kinds
of accusations, many investment advisors are
moving to fee-based accounts. With fee-based
Continued on next page
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accounts, the client is not charged a fee per
transaction, but pays an annual fee (quarterly)
based on the value of assets in the account. On
the surface, this might seem like a good solution
in order to avoid a charge of churning/unsuitability, but you need to look at the underlying activity
in the account. For example, if the client has a
relatively passive portfolio with very few or no
trades, then he or she is actually worse off pay
ing an annual fee versus the commission on a
few trades. Note that any evaluation of the best
billing method must be considered in light of all
the other services provided to clients.

Unauthorized Trading. Once in a while, a client
may be truly puzzled when the broker trades in
his or her brokerage account. This sort of bewil
derment may lead to an assumption that the
broker was in control of the client's account
rather than the client having control. If this
appears to be the case, asking the client ques
tions about whether he or she ever signed any
document giving the broker authority to effect a
transaction - without first discussing it with the
client - would alert you to the possible existence
of unauthorized trading in the account.
Discretionary authority allowing the broker
to trade the account without first discussing
a transaction with the client must always be
in writing.
Inappropriate use of Margin. Look for signifi
cant amounts of margin interest. Although mar
gin can be a tool for some investors, trading
securities on margin brings the potential for
higher losses - even the possibility of losing
the entire account and still owing the brokerage
firm money. If a client is using margin as indicat
ed by a charge for margin interest, the broker
should have explained the risks involved with
using margin.

What if Your Client Suspects
Securities Fraud?
Many clients may recognize they have suffered
losses, but either unnecessarily blame them
selves for not knowing better or are unaware
they may have recourse. Likewise, many invest
ment advisors recognize the signs or symptoms
of securities fraud, but do not know how to help
their clients.

An attorney experienced in the evaluation and
prosecution of securities claims can investigate.
If the losses result from securities fraud, an
attorney experienced in this area can file a claim
against the brokerage firm and/or broker and
seek to recover those losses. A securities fraud
attorney knows the process; he/she also would
have experience dealing with brokerage firms
and their attorneys, and will not be confused or
intimidated by their tactics.

The key to helping your client is to recognize
the signs typically associated with securities
fraud, then refer the client to an attorney with
the experience to further evaluate the case
and determine the best course of action. It is
also important to point out that there are
statutes of limitation associated with securities
fraud claims, so time is important in making
any determinations.
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You also should encourage open dialogue
with your client. This can be done in conjunction
with year-end tax planning and would provide
two key benefits to the client: it would offer an
evaluation of the broker's level of open commu
nication and provide stronger joint planning to
reduce the client's tax bill.
Do not forget: While doing a good deed for your
client is its own reward, helping your client to
potentially recover lost investable assets also
provides you with the possibility for investing
those heretofore lost monies in a suitable, and
hopefully profitable, manner.

Richard A. Lewins is special counsel with
Burg Simpson Eldredge Hersh ft Jardine
in Dallas, TX. Prior to becoming an
attorney, he spent over 10 years in the
securities industry as a registered repre
sentative, vice president, regional sales
manager and regional marketing manager
with various firms, including E.F. Hutton,
Merrill Lynch and Shearson Lehman, and
has been in-house counsel and compliance
officer for an NASD member firm. Lewins
has represented hundreds of clients all
across the country and recovered millions
of dollars in securities cases. He has been
a featured speaker for the Financial
Executives Institute, the Dallas Bar
Association, the Fort Worth Chapter of the
Texas Society of CPAs and the AICPA/PFP
Annual Conference. Contact him at 972934-1313 or lewinslaw@topher.net. •
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AICPA RETIREMENT PLANNING CONFERENCE
June 4 - June 6, 2006

Boston, Mass.

The AICPA Retirement Planning Conference focuses on the most recent developments in retirement issues
and strategies to update and expand your skills in tax, and estate and financial planning. Hear from expert
speakers, including Ed Slott, Olivia Mellan, Martin Nissenbaum and Marvin Rotenberg on topics such as
"Capture Your Share of the Trillion Dollar IRA Market," "Understanding Money Psychology," "Retirement
Planning in a Changing Environment" and "Integrating Estate Planning into Retirement Planning." Other
topics include Long-Term Care, Life Insurance, Asset Allocation, Social Security, Annuities and more.
If you are either a Tax Section or PFP member, an additional discount applies.
Call the AICPA Service Center at (888) 777-7077 for more information.

